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Students’ Department
H. A. Finney, Editor
H. P. Baumann, Associate Editor
Finance Interest Problem
Editor, Students' Department:
Sir: The writer has been a recipient of The Journal of Accountancy for
the past four years, and takes especial interest in your Students' Department.
Would appreciate very much your solution of the following problem. Thank
ing you in advance, I am
Yours truly,
W. H. Thompson, Jr.
New York, N. Y.
Problem:
Y, a manufacturer, assigns on January 1, 1926, $74,573.35 worth of accounts
receivable to Z, a finance company, for a period of 18 months. Z charges Y
11% as a service charge, amounting to $8,203.07, and holds in reserve 10%,
or $7,457.33, thus forwarding to Y the net cash sum of $58,912.95. Y is to
pay Z $4,142.96 (1/18 of $74,573.35) for 18 months, and when the 18th pay
ment is made Z gives Y the reserve of $7,457.33.
What is the interest rate paid by Y?
The facts in connection with this problem are summarized below:
Gross amount of assignment............................................... $74,573.35
10% held in reserve by Finance Co. (Z)...........................
7,457.33

11% of gross amount as a service charge..........................

$67,116.02
8,203.07

Cash forwarded to Y January 1, 1926............................... $58,912.95
Payments of $4,142.96 start February 1, 1926, and are made for 18 months.
Note.—Z states he charges 1% for the first four months, and ½ of 1% for
each month thereafter, or 11% for 18 months.
Solution:
Referring to Z’s statement that he charges 1% for the first 4 months, and
½ of 1% for each month thereafter, or 11% for the 18 months, it is true that
his service charge is 11% of the face of the accounts, but Y pays a good deal
more than 11% for 18 months. This is because:
(1) Y does not get $74,573.35, the face of the accounts, and the base of which
the service charge is 11%.
(2) Y pays back the debt in monthly instalments, so that he has the use of
the money only about one-half of 18 months.
(3) Y’s monthly payment of $4,142.96 may be divided into three parts:
Payment on principal, or return of money originally ad
vanced—1/18 of $58,912.95............................................. $3,272.93
Payment on service charge—1/18 of $8,203.07................
455.73
Balance, or 1/18 of reserve, which he pays to Z monthly,
and which Z holds until the end of the 18th month, and
on which Y earns no interest.......................................
414.30

Total monthly payment...............................................
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Let us attack the problem by first ignoring the third element—the reserve
which is deducted at the beginning and put into Z’s hands monthly and re
turned at the end of the 18th month without interest. Ignoring the reserve,
Y would receive $58,912.95 which he would repay in 18 monthly instalments.
Y would have 18 months’ use of that portion of the $58,912.95 repaid by the
first instalment ($3,272.93), but he would have the use of the last instalment
for only one month. This is an average of ½ of (18+1), or 9½ months. Y
pays a service charge of $8,203.07 for the use of this money. Then,
$8,203.07÷$58,912.95 = 13.93% rate paid for 9½ months.
This is at the rate of

12

X 13.93%, or 17.60% for a year.

But we have ignored the monthly payments of $414.30 which Y has paid
to Z to build up the reserve which Z eventually returns to Y, but without Y
having earned any interest thereon. Y is out the first of these payments for
17 months and the last of them for 0 months, or an average of 8½ months for
the entire $7,457.33. The interest on $7,457.33 for 8½ months is the same as
the interest for 9½ months on ($7,457.33X8.5)÷9.5, or $6,672.63. That is:
Y has the use of Z’s money the equivalent of...
and Z has the use of Y's money the equivalent of

$58,912.95 for 9½ months
6,672.63 “ 9½
“

But since Y gets nothing from Z for the use of the
$6,672.63, we should consider that Z has the
use of a net amount of...................................

$52,240.32 “ 9½

Y pays $8,203.07 for the use of this money, or $8,203.07÷$52,240.32, or
15.7% for 9½ months.
12
This is at the rate of
X 15.7% or 19.83% per annum.

Construction Commitments
Editor, Students’ Department:
Sir: Reference is herewith made to answer (d), question 10, of the American
Institute examination in auditing of November, 1925, which appears on page
380 of the May issue of The Journal of Accountancy.

Question 10:
State whether you would give an unqualified certificate, qualify your
certificate, or refuse to sign the accounts, and give your reasons briefly
in . . . the following case:
(d) The company under audit in good financial condition has adopted
an extensive construction programme, and plant account is being charged
when individual units are completed. No liability appears on the books
for plant contracted for but not yet constructed.
Answer:
(d) This question appears to mean that the concern gives no effect in
its accounts to liabilities which will accrue upon completion of construc
tion, but takes up the liabilities only when they become established.
There does not appear to be any reason why mention should be made of
the fact that liabilities are to be incurred for construction purposes, so
long as the balance-sheet reflects all such liabilities which actually exist.
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The solution presented may be subject to a difference of opinion for the
following reasons:
(a) The company having contracted for an extensive construction pro
gramme, which is yet in its initial stages, undoubtedly expects to complete
the programme and to comply with its contracts. There exist, therefore,
commitments to contractors to finance completion of such construction and,
in case the company should decline to fulfill its contract obligations, it would
unquestionably be subject to payment of damages to the contractors. Fur
thermore, it is probable that expected increased production capacity or savings
in manufacture are dependent upon completion of the entire construction
programme, and that compensating benefits may not be obtained from partial
construction; so that expenditures incurred to the date of the balance-sheet
may be partly or totally lost unless the entire programme is carried out.
Inasmuch as the problem states that the company is in sound financial condi
tion, it would appear that, without any new action being taken by the com
pany, the programme will be carried out and the contract commitments at
the date of the balance-sheet will be converted into actual liabilities during
the succeeding period. Under these conditions it would appear that bankers,
brokers and stockholders are entitled to full information in regard to this
matter.
(b) The new construction is presumably being financed from own funds or
from current borrowings, and the fact that large additional sums of money
will be required to complete the construction programme, will undoubtedly
affect the ability of the company to liquidate its current loans. If the com
pany is indebted to bankers at the date of the balance-sheet, a reading of the
financial statements, without any information regarding additional commit
ments for plant construction, would permit the conclusion that current assets
will or can be used for the purpose of paying off current bank loans and other
liabilities. The requirements to meet expenditures for additional plant con
struction contracted may preclude the payment of such loans or may in fact
necessitate heavy additional borrowings. Bankers will have to take into con
sideration the contract commitments on account of the uncompleted con
struction programme for the reasons stated under (a).
(c) Present and prospective stockholders examining the balance-sheet would
be interested to know that additional funds will be required to complete the
construction programme, for the reason that the heavy drainage on the com
pany’s finances may affect its dividend policy and may involve a considerable
change in the distributions to stockholders in the near future. While the new
construction may increase the earning capacity of the company, the contrary
may be the case. The stockholders should, therefore, have sufficient informa
tion to guide their future policy in respect to investments in the company’s
stock with due regard to its commitments for plant extensions. As stated
under (a) the commitments of the company are definite at the date of the
balance-sheet, insofar that the creation of the actual liability is not dependent
upon any future action by the company, but is governed by the action of out
side parties, in this case the contractors. It is evident, therefore, that new
stockholders will be bound by the action taken prior to their acquiring an in
terest in the company and that, insofar as they are concerned, the knowledge
of the contract commitments for additional plant construction may be as vital
as the knowledge of an actual liability for plant extensions.
(d) While it is not customary to mention in balance-sheets commitments
on account of orders for merchandise not delivered, it will be observed that
there is considerable difference between such commitments and contracts en
tered into for plant construction. While merchandise orders also involve
future expenditures, the merchandise will, in the normal course of business,
be converted into cash, which can be applied to the reduction of existing lia
bilities or to the payment of those incurred to meet requirements incident to
such merchandise purchases. Commitments in regard to additional plant
expenditures, when paid, will, however, not be convertible into cash, except
that the working capital may probably be increased more rapidly in the future
on account of increased profits due to lower manufacturing costs or increased
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production. The funds required for plant construction are, therefore, per
manently invested and are not available for the payment of liabilities which
may have to be created for the purpose of meeting such expenditures.
Taking all the above factors into consideration, it would appear that ac
countants should mention, in the balance-sheet or in the certificate accompany
ing it, larger commitments for additional plant construction, using a form
similar to the following:
“Expenditures to December 31, 1925, on completed construction of
an authorized programme of $1,000,000, aggregated $400,000 and have
either been paid or the liability therefor has been reflected in the balancesheet. Commitments for plant extensions contracted, but not yet under
construction, of approximately $600,000, are not shown in the liabili
ties at December 31, 1925.”
Yours truly,
Kansas City, Mo.
Richard S. Wyler.

Incorporation

of

Partnership—Distribution of Stock

This department has been requested by C. W. Barstow, Dayton, Ohio,
to present a solution to the following problem which was given by the Ohio
state board of accountancy in the May, 1926, examination.
Problem:
Smith and Jones are partners, and the articles of agreement between them
provide, among other things, that the capital of the partnership shall consist
of one hundred and ten thousand dollars of which Smith is to contribute sixty
thousand dollars and Jones is to contribute fifty thousand dollars; that the
gain or loss resulting from operation of the business in its usual and customary
course shall be divided equally between the partners.
In case of the dissolution of the partnership, the agreement provides that
any loss arising from the sale of assets shall be regarded as a capital loss. But
should the business be disposed of in its entirety and gain result therefrom,
such gain shall be regarded as goodwill created by the joint efforts of the part
ners, and it shall be divided on the basis used in the disposition of profits arising
from the operation of the usual conduct of the business.

Pre-closing trial balance
December 31, 1925
Land.......................................................................................
Buildings.................................................................................
Machinery...............................................................................
Smith's capital.......................................................................
Jones’ capital.........................................................................
Tools........................................................................................
Cash.......................................................................................
Raw material January 1st...................................................
Raw material purchased.......................................................
Accounts payable..................................................................
Notes payable.........................................................................
Wages paid.............................................................................
Taxes paid.............................................................................
Factory supplies.....................................................................
Factory expenses...................................................................
Cash discounts received.......................................................
Sales.........................................................................................
Finished goods January 1st.................................................
Goods in process January 1st.............................................
Cash discounts paid..............................................................
Salesmen’s salaries and expenses........................................
Reserve for depreciation.....................................................
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Debits
$10,000
25,000
65,000

Credits

$60,000
50,000
1,200
18,100
12,000
58,400

50,750
3,500
2,500
11,400

28,200
2,000

700
183,900

7,800
6,200
1,500
18,750
20,000
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Debits
$34,900

Accounts receivable...............................................................
Accrued wages January 1st................................................
Accrued taxes January 1st..................................................
General office salaries and expenses...................................
Smith’s drawing account......................................................
Jones’ drawing account........................................................

Credits
$1,500
1,700

5,000
8,500
7,500
$348,000 $348,000

The inventories at December 31st were: raw material $15,000; finished goods
$6,000; in process $5,000; tools $500; and factory supplies $600.
Set up the following accruals: wages $1,200; taxes $1,900; and interest on
note $100.
Provide for the following depreciation: buildings $1,000; and machinery
$9,000.
Set up a reserve of $800 for doubtful accounts.
Charge general office salaries $10,000, and credit each partner with one-half
of this amount.
Forty per cent. of general office salaries and expense are to be apportioned
to manufacturing.
It is estimated that 20% of wages was for non-productive labor.
After the above adjustments had been made and a balance-sheet drawn off,
an agreement was made with the Acme Company, whereby the company was
to take over the assets at the adjusted values, except cash and partners’ bal
ances. The company agreed to assume the liabilities shown by the balancesheet, except notes payable, including interest thereon.
In consideration of the equities acquired, the company agreed to give the
partners its 6% cumulative preferred stock having a face value equal to the
net assets to be received, and a bonus of two shares of its no-par common stock
for each share of preferred stock. At the time that this agreement was en
tered into, the preferred stock of the company had a market value equal to
par, or $100 per share.
Subsequent to the transfer of equities to the company, the partners came
to an agreement, as to the disposition of the cash retained. The note and in
terest was paid, then each partner was paid the balance due to him on his draw
ing account, after crediting him with his portion of the net profits, and the
remaining cash was divided equally between the partners.
Candidates are required to furnish:
1. Work sheet, which must be in good form, neat and clear. On this sheet
show the balance-sheet amounts before distribution of profits; then the ad
justments made by reason of distribution of cash and profits; and finally the
assets and liabilities transferred to the company.
2. Balance-sheet after closing profit-and-loss account into partners' ac
counts, but before distribution of cash.
3. Profit-and-loss statement for the current year, showing cost of goods
manufactured, cost of sales, and net profit.
4. Statement showing distribution of capital stock received.

Solution:

The required statements are given on the following pages.
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Adjustments
(Dr.)
(Cr.)

Cost of sales
(Dr.)
(Cr.)
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....

Accounts receivable................ 34,900.00
Accrued wages—January 1st.
Accrued taxes—January 1st..
General office salaries and
expenses........................... 5,000.00
Smith’s drawing account
8,500.00

1,500.00
1,700.00

(12) 10,000.00

1,500.00(13)
1,700.00(14)

5,000.00

1,000.00
9,000.00

(9)
(10)

(12)

6,000.00
5,000.00

(2)
(3)

6,000.00

7,800.00
6,200.00

6,000.00
5,000.00
$1,500.00

9,000.00

18,750.00

$700.00
183,900.00

11,400.00

Sales .......................................
183,900.00
Finished goods—January 1st. 7,800.00
Goods in process—January 1st 6,200.00
Cash discounts paid................ 1,500.00
Salesmen’s
salaries
and
expenses ......................... 18,750.00
Reserve for depreciation........
20,000.00

11,400.00

Profit-and-loss account
(Dr.)
(Cr.)

700.00

Factory expenses....................
Cash discounts received........

Land .......................................... $10,000.00
Buildings................................. 25,000.00
Machinery............................... 65,000.00
Smith’s capital........................
$60,000.00
Jones’ capital..........................
50,000.00
Tools ........................................ 1,200.00
(4)
$500.00
$700.00
Cash ........................................... 18,100.00
Raw materials—January 1st. 12,000.00
(1) 15,000.00 12,000.00 $15,000.00
Raw materials purchased.... 58,400.00
58,400.00
Accounts payable ...................
28,200.00
Notes payable .........................
2,000.00
Wages paid ............................. 50,750.00
(6) $1,200.00(13) 1,500.00 50,450.00
Taxes paid ............................... 3,500.00
(7) 1,900.00(14)
1,700.00 3,700.00
Factory supplies..................... 2,500.00
(5)
600.00
1,900.00

Trial balance before
closing
(Dr.)
(Cr.)

S mith
Work sheet for the year ended December 31, 1925

3,500.00

34,900.00

18,100.00

30,000.00

28,200.00
2,000.00

Balance-sheet
December 31, 1925
(Dr.)
(Cr.)
$10,000.00
25,000.00
65,000.00
$60,000.00
50,000.00
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Net profits to partners (to be
divided equally)..............

Cost of sales (to profit-andloss account)....................

$348,000.00 $348,000.00
$54.300.00

600.00

5,000.00
500.00

6,000.00

11,900.00

800.00

100.00

$1,200.00
1,900.00

Balance-sheet
December 3 1 , 1925
(Dr.)
(Cr.)
$2,500 . 00
15,000.00

$ 184,600.00 $ 184,600.00 $ 186, 100.00 $ 186, 100.00

11,900.00

$ 168,550.00 $ 168,550.00 $ 172,700 . 00 $ 184,600.00

142,550.00 142,550.00

$ 54,300.00 $ 168,550.00 $ 26,000. 00

Smith and J ones
Work sheet for the year ended December 31, 1925— (Continued)
Trial balance before
closing
Adjustments
Cost of sales
Profit-and-loss account
(Dr.)
(Cr.)
(Dr.)
(Cr.)
(Dr.)
(Cr.)
(Dr.)
(Cr.)
Jones’ drawing account ........ $ 7,500 . 00
(12) $5 ,000.00
Rawmaterial—December31st
(1) $ 15,000.00
Finished goods—December
31st......................................
(2) 6,000.00
Goods in process—December
31st..................................
(3)
5,000.00
Tools—December 31st ..........
(4)
500.00
Factory supplies—December
31st..................................
(5)
600.00
Accrued wages—December
31st ...........................................................................
(6)1,200.00
Accruedtaxes—December31st
(7)
1,900.00
Interest....................................
(8)
100.00
J100.00
Accrued interest...........................................................
(8)100.00
Depreciation...........................
(9) 1,000.00
$ 10,000.00
(10) 9,000.00
Bad debts ................................
(11)
800.00
800.00
Reserve for doubtful accounts.
(11)
800.00
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Smith
and

J ones
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Preferred and no-par common stock to partners

Accounts payable .....................................................
Notes payable..........................................................
Reserve for depreciation..........................................
Accounts receivable..................................................
Smith’s drawing account........................................
Jones' drawing account............................................
Raw material—December 3 1 s t ............................
Finished goods—December 3 1 s t ..........................
Goods in process—December 3 1 s t .......................
Tools—December 31st ............................................
Factory supplies—December 3 1 s t .......................
Accrued wages—December 3 1 s t ..........................
Accruedtaxes—December 31st ............................
Accrued interest.......................................................
Reserve for doubtful accounts ................................

Cash ...........................................................................

1,200.00
1,900.00
100.00(17)
800.00

5,950.00(18)
5,950.00(18)

28,200.00
2,000.00(17)
30,000.00

$186,100.00 $186,100.00

34,900.00
3,500.00
2,500.00
15,000.00
6,000.00
5,000.00
500.00
600.00

18,100.00

$18,100.00

100.00

2,450.00
3,450.00

2,000.00

$2,100.00
5,900.00
10,100.00

15,000.00
6,000.00
5,000.00
500.00
600.00

34,900.00

$162,000.00 $162,000.00 $99,900.00 $99,900.00

$54,950.00
44,950.00

Partners’ accounts at
dissolution

99,900.00 $99,900.00

$62,100.00

800.00

1,200.00
1,900.00

30,000.00

$28,200.00

Assets and liabilities
transferred to the
Acme Company
$10,000.00
25,000.00
65,000.00

$18,100.00 $162,000.00

(17)
(18)
(19)

profits

Distribution of cash and

Land .......................................................................... $10,000.00
Buildings.......................................................................
25,000.00
Machinery....................................................................
65,000.00
Smith’s capital.........................................................
$60,000.00(19) $5,050.00
Jones’ capital............................................................
50,000.00(19) 5,050.00

Balance-sheet
December 31, 1925

Work sheet for the year ended December 31, 1925— (Continued)
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Exhibit A
Smith and Jones
Statement of cost of goods manufactured for the year ended
December 31, 1925

Cost of raw materials:
Inventory—January 1, 1925....... $12,000,00
Purchases...........................................
58,400.00
--------------- $70,400.00
Less—inventory, December 31, 1925
15,000.00
--------------Productive labor (wages).....................

Total prime cost...........................
Manufacturing expenses:
Non-productive labor........................................... $10,090.00
Tool expense..............................................................
700.00
Taxes paid..................................................................
3,700.00
Factory supplies........................................................
1,900.00
Factory expenses................ ......................................
11,400.00
General office salaries and expenses.......................
6,000.00
Depreciation..............................................................
10,000.00
--------------Cost of manufacturing.........................................

Add—variation in goods in process inventory:
Goods in process inventory—January 1, 1925.... $6,200.00
Less—goods in process inventory—December 31,
1925.....................................................................
5,000.00
--------------Cost of goods manufactured.......................................

$55,400.00
40,360.00

$95,760.00

43,790.00

$139,550.00

1,200.00
$140,750.00

Exhibit B
Smith and Jones
Statement of cost of goods sold for the year ended
December 31, 1925

Cost of goods manufactured (exhibit A)...................
$140,750.00
Add—variation in finished goods inventory:
Finished goods inventory—January 1, 1925........
$7,800.00
Less—finished goods inventory—December 31,
1925 ....................................................................
6,000.00
--------------1,800.00
Cost of goods sold.........................................................
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Exhibit C
Smith and Jones
Statement of profit and loss for the year ended
December 31, 1925
Sales......................................................................................................
Cost of goods sold (exhibit B)..........................................................

$183,900.00
142,550.00

Gross profit on sales...........................................................................
Salesmen’s salaries and expenses......................................................

$41,350.00
18,750.00

Net profit on sales..............................................................................
General and administrative expenses:
General office salaries and expenses (60%)................................

$22,600.00

Net profit from operations................................................................
Financial expense and income:
Cash discounts paid.................................................
$1,500.00
Interest paid..............................................................
100.00
Bad debts...................................................................
800.00

$13,600.00

Total financial expense........................................
Deduct—cash discounts received...........................

$2,400.00
700.00

Net profit for period.....................................................

9,000.00

1,700.00
$11,900.00

Distributed as follows:
Smith......................................
$5,950.00
Jones.......................................
5,950.00
Total................................... $11,900.00
Exhibit D
Smith and Jones
Balance-sheet, December 31, 1925

Assets
Current assets:
Cash....................................................
Accounts receivable.......................... $34,900.00
Less—reserve for doubtful accounts
800.00

$18,100.00

34,100.00

Inventories:
Raw materials............................ $15,000.00
Goods in process...........................
5,000.00
Finished goods...............................
6,000.00

26,000.00
$78,200.00

Prepaid expenses:
Factory supplies on hand.............

600.00
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Fixed assets:
Land...............................................
$10,000.00
Buildings and machinery:
Buildings.................. $25,000.00
Machinery...............
65,000.00
--------------- $90,000.00
Less—reserve for depreciation... 30,000.00
--------------60,000.00
500.00
---------------- $70,500.00
Tools
$149,300.00
Liabilities and Capital

Current liabilities:
Accounts payable..............................
Notes payable...................................
Accrued taxes....................................
Accrued wages...................................
Accrued interest................................

$28,200.00
2,000.00
1,900.00
1,200.00
100.00
----------------

$33,400.00

Capital accounts:

Jones
Together
Smith
Capital balances,
January 1, 1925 .... $60,000.00 $50,000.00 $110,000.00
Add:
Profits for year ended
Dec. 31, 1925
5,950.00
11,900.00
(exhibit C)...............
5,950.00
5,000.00
10,000.00
Salaries.........................
5,000.00

Total......................... $70,950.00 $60,950.00 $131,900.00
7,500.00
16,000.00
Deduct—drawings....
8,500.00
Capital balances,
Dec. 31, 1925......

$62,450.00

$53,450.00 $115,900.00

115,900.00
$149,300.00

After the assets and liabilities have been transferred according to the agree
ment the partnership books will show the asset, “Acme Company, vendee—
$99,900.00,” which will be offset by the credits in the partners’ capital accounts:
Smith....................................... $54,950.00
Jones.......................................
44,950.00
$99,900.00
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The Acme Company gives in payment for the partnership business, 999
shares of its 6% cumulative preferred stock which has a market value equal
to par ($100 a share), or a total value of $99,900, and 1998 shares of
no-par common stock (a bonus of two shares for each share of preferred)
which may or may not have a market value. The problem does not assign
any specific value to it.
The question which now arises is: What did the partnership receive for
its goodwill, if anything?
One answer to this question may be obtained by applying to this partner
ship reorganization and incorporation a method generally used in corporate
consolidations, in which preferred stock is issued for the net tangible assets
and common stock for the goodwill. This would involve the issue to the
partners of preferred stock as payment for the net tangible assets amounting
to $99,900, and the no-par common stock as payment for the intangible
asset of goodwill. Then any value assigned to the no-par common stock
would be regarded as the amount received for the goodwill. If this method
is agreeable to both partners, the preferred stock would be distributed in the
capital ratio, since that ratio reflects the respective interests of the partners
in the net tangible assets, and the no-par common stock would be distributed
in the profit-and-loss ratio (equally), since that ratio properly governs the
distribution in a partnership of the profit resulting from a realization of
goodwill.
The partners would receive:

Name

Smith
Jones.

Preferred stock Common stock
(shares)
(shares)
549½
999
999
449½

Total

999

1998

However, while the above distribution is based on an assumption which
might be considered a reasonable one, and although the gain resulting from the
sale of the business will be the value of the no-par common stock received as
part of the payment, there are no data given in the problem upon which, from
a strict accounting viewpoint, the preferred stock may be earmarked as full
payment for the net tangible assets, and the common set aside as payment
for the goodwill. Rather, it might be contended that the preferred and
common stocks must be considered together to determine the value received
for the business of the partnership.
Under such conditions it would be necessary for the partners to agree upon
a valuation for the no-par common stock, and this amount should be credited
equally to the partners’ capital accounts. Both classes of the capital stock
of the Acme Company would then be distributed to the partners in the capital
ratio.
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